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Students’ Department
Edited by H. A. Finney
Assisted by H. P. Baumann

AMERICAN INSTITUTE EXAMINATIONS
(Note.—The fact that these solutions appear in The Journal of Account
ancy should not lead the reader to assume that they are the official answers of
the board of examiners. They represent merely the opinion of the editors of
the Students' Department.)

Examination in Accounting Theory and Practice—Part I
May 13, 1926, 1 P. M. to 6 P. M.
(The candidate was required to answer No. 3 and either No. 4 or No. 5)
No. 3 (16 points):
A, B, C and D formed a personal-service partnership, the clientele of the
firm being personal clients of the respective partners.
All fees received and all expenses were pooled by the firm and the partnership
agreement stated that the net earnings for the year should be shared as follows:
A.
B.
40 %
C.
16⅔%
D
10 %
On August 31st, as a result of a dispute, a supplementary agreement was
made between the partners covering the remainder of the year. This
agreement provided that the distribution of net earnings was to be made oh the
basis of the above percentages, except that in distributing the net earnings for
the last four months of the year, so far as C and D were concerned, a net earning
was to be assumed on the basis of payment by the clients of A and B of gross
fees of $175,000 and $250,000 respectively, instead of the amounts actually
received from these clients.
The deficiency in A’s gross fees was to be charged to him and the excess in
B’s gross fees credited to him.
No adjustment for expenses was to be applicable to either deficiency or
excess.
The net income from January 1st to August 31st was $75,000.
From September 1st to December 31st, the following gross fees were received:
From clients of A.......................................................... $110,000
“
“
“ B......................................................... 290,000
“
“
“ C........................................................
15,000
“
“
“ D......................................................... 25,000
The operating expenses for the last four months were $55,000.
Determine the total net income of each partner for the year, resulting from
the business of the firm and conforming with the supplementary agreement.

Solution:
The following statement of distribution of net income for the year (see next
page) shows the division, in the agreed ratio, of the actual net income for the
first eight months. As to the last four months, the requirements of the prob
lem are interpreted as follows:
A is to be charged and the income account credited with $65,000, because the
fees from A’s clients were $110,000 instead of $175,000 as stipulated by
the supplementary agreement.
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A, B, C , AND D
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164,000.00

40,000.00

68,333.33

41,000.00

$7,500.00

D
10%

410,000.00

40,000.00

*65,000.00

$75,000.00

100%

Total

* Debits

Total net income for the year ................................................................. $96,666.67 $234,000.00 $80,833.33 $48,500.00 $460,000.00

Net income ..................................................... $410,000.00 136,666.67

T otal ................................................................ $465,000.00
Less expenses ......................................................................
55,000.00

Total A and B, per agreement............................ $425,000.00
From clients of C .......................................................
15,000.00
From clients of D ......................................................
25,000.00

Agreed basis ........................................................... $250,000.00

From clients of B ..................................................... $290,000.00
Deduction, by credit to B to adjust to amount
stipulated by supplementary agreement . . . . 40,000.00

Agreed basis ........................................................... $175,000.00

...

Gross fees:
For period from January 1st to August 31st........
$25,000.00 $30,000.00 $12,500.00
For period from September 1st to December 31st:
Gross fees:
From clients of A ....................................................... $110,000.00
Addition, by charge to A to adjust to amount
stipulated by supplementary agreement
. 65,000.00
*65,000.00

Statement of distribution of net income for the year ended December 31, 19— .
A
B
C
Ratio
3⅓ %
40%
16⅔ %
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B is to be credited and the income account charged with $40,000, to give B
the entire benefit of the excess of the $290,000 of fees received from his
clients over the agreed $250,000.
The balance of the income account, as thus adjusted, is to be divided among
the partners in the agreed ratio.
No. 4 (25 points):
The summarized balance-sheet of a corporation, about to be reconstructed,
is as follows:
Assets
Plant and machinery..........................................................................
$2,500,000
Cash and accounts receivable (good)..............................................
150,000
Materials and goods on hand (finished and unfinished).............
1,700,000
Materials stored, subject to lien of bankers, for loans..................
500,000
Patents and goodwill..........................................................................
4,500,000
Deficiency.............................................................................................
650,000
$10,000,000
Liabilities
Trade creditors....................................................................................
Bankers, for notes discounted and loans.........................................
First mortgage bonds (6%)...............................................................
First preferred stock (7%), issued and fully paid, 30,000 shares . .
Common stock.....................................................................................

$1,350,000
650,000
3,000,000
3,000,000
2,000,000

$10,000,000

A new appraisal shows the present value of the plant and machinery to be
$1,500,000 and the materials and goods on hand (finished and unfinished) to
be worth $1,095,000. Patents and goodwill were not appraised but $3,000,000
is to be written off. Accounts receivable were collected in full.
The agreement for the reconstruction provides that the mortgage bondholders
are to receive new first mortgage five per cent. bonds for sixty per cent. of the
amount of their old bonds and new six per cent. first preferred stock for forty
per cent. of the old bonds in full discharge of their claims. The old bonds are
to be cancelled.
Bankers are to take the material stored at a valuation of $400,000 and to
accept fifty per cent. of the balance owing in the new five per cent. mortgage
bonds and to reserve their rights of recourse against other parties liable on notes
and guarantees.
Trade creditors are to be paid twenty per cent. in three months’ notes in full
settlement. Preferred stockholders are to receive 30,000 new six per cent.
second preferred shares of $100 each, twenty-five per cent. paid, in exchange
for the old preferred shares; the unpaid seventy-five per cent. is to be payable
in instalments of twenty-five per cent. at intervals of three months.
The common stock is to be cancelled entirely.
To provide working capital, an issue was made of 10,000 shares of new first
preferred stock which was sold at an average price of $100 each.
Draft a balance-sheet showing the result of the reconstruction, assuming the
expenses of reorganization to have been $100,000.

Solution:
The entries in the adjustment columns of the following working papers
(see next page) reflect the indicated reconstruction programme as follows:
(A) Reduction of plant and machinery to appraised value.
(B) Reduction of materials and goods on hand to stated value.
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$10,000,000
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3,000,000
2,000,000

First preferred stock (old) ..................................................................

Common stock (old) ...........................................................................
First mortgage, 5% bonds (new) .....................................................

Notes payable .......................................................................................
Second preferred, 6% stock ...............................................................
$10,000,000

3,000,000

First mortgage bonds (old) ................................................................

First preferred, 6% stock (new) .......................................................

650,000

Bankers, for notes discounted and loans .........................................

Trade creditors ..................................................................................... $1,350,000

Liabilities

Subscriptions to second preferred stock ..........................................

Plant and machinery .............................................................................$2,500,000
Cash (and accounts receivable before reconstruction)...................
150,000
Materials and goods on hand ............................................................ 1,700,000
Materials stored ...................................................................................
500,000
Patents and goodwill.......................................................................... 4,500,000
Deficiency.............................................................................................
650,000

Assets

Before
reconstruction

$17,930,000

$270,000 H
1,080,000 I
400,000 F
125,000 G
1,800,000 D
1,200,000 E
750,000 J
2,250,000 K
2,000,000 L

1,000,000 A
605,000 B
3,000,000 C
100,000 F
100,000 N
2,250,000 J

$1,000,000 M

Debit
Credit

$17,930,000

$1,800,000 D
125,000 G
1,200,000 E
1,000,000 M
270,000 H
3,000,000 J

1,080,000 I
2,250,000 K
2,000,000 L

$1,000,000 A
100,000 N
605,000 B
500,000F
3,000,000 C

Adjustments

$7,520,000

270,000
3,000,000

2,200,000

1,925,000

$125,000

$7,520,000

2,250,000

1,500,000
125,000

$1,500,000
1,050,000
1,095,000

Working Papers
After
reconstruction
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(C)
(D)
(E)
(F)

(G)

(H)
(I)
(J)

(K)
(L)
(M)
(N)

Write-off of patents and goodwill.
Issue of new bonds for 60% of old bonds.
Issue of new first preferred stock for 40% of old bonds.
Materials stored taken by bankers at $400,000, with resulting loss to
company of $100,000.
Half of remaining liability to bankers liquidated in new bonds. It is
assumed that the remaining liability of $125,000 to bankers is con
tinued as a direct liability of the company and a secondary liability
of the endorsers and guarantors, as the problem does not specifically
state otherwise. However, it may have been intended that the final
deficit of $125,000 shown in this solution was to be eliminated by the
complete cancellation of all liability of the company to bankers.
But one hesitates to assume the cancellation of the primary liability
and the retention of the secondary liability without a conclusive
statement to that effect.
Issue of notes payable to trade creditors for 20% of their claims.
Cancellation of remaining 80% of liability to trade creditors.
Issue of $3,000,000 second preferred stock to former first preferred
stockholders; $750,000 paid by cancellation of old stock; $2,250,000
payable to company in three quarterly instalments.
Transfer to surplus of par value of old preferred stock not compensated.
Cancellation of old common stock.
Issue of new first preferred stock for cash.
Payment of expenses.

A Corporation
Balance-sheet, after reorganization

Assets
Plant and machinery................................................................................. $1,500,000
Cash........................................................................................................... 1,050,000
Materials and goods on hand................................................................ 1,095,000
Patents and goodwill................................................................................ 1,500,000
Subscriptions to second preferred stock.............................................. 2,250,000
Deficit........................................................................................................
125,000

$7,520,000
Liabilities
Notes payable..........................................................................................
Bankers.....................................................................................................
First mortgage, 5% bonds...............................................................
First preferred, 6% capitalstock...........................................................
Second preferred, 6% capitalstock.......................................................

$270,000
125,000
1,925,000
2,200,000
3,000,000

$7,520,000
The only point of any considerable difficulty in the foregoing problem is the
question as to the settlement with the bankers, and this is not an accounting
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difficulty but a difficulty of determining the facts. Is it intended that the lia
bility of $125,000 to the bankers shall be canceled, thus eliminating the deficit
from the balance-sheet? The arguments for and against the retention of this
liability may be summarized as follows:
Pro:
(1) The problem does not state specifically that the company has been
relieved from the liability. The statement that the bankers have
retained rights against parties secondarily liable does not necessarily
mean that they have relinquished their rights against parties pri
marily liable.

(2) It is so unusual for banks to release any one from liability that one
hesitates to assume that they have done so without some more
definite basis for the inference than is furnished by the possible
implications of the problem.
Con:
(1) The writer of the problem may have intended that this liability should
be eliminated in order to do away with the deficit that will otherwise
remain. And it would seem plausible to assume that those in
charge of the reorganization, having gone as far as they did, would
be unlikely to leave the company with a deficit.
(2) Does not the wording, “to reserve their rights of recourse against
other parties liable on notes and guarantees,” imply that the direct
liability has been waived? It does not appear that the mere ac
ceptance of merchandise and bonds in part payment of the debt
would operate to release the parties secondarily liable. If it was
not necessary specifically to retain the rights against secondary
parties because of the acceptance of merchandise and bonds, there
must have been some other reason for specifically retaining such
rights, and the only apparent reason is that the parties primarily
liable have been released.

But assuming that the bankers have released the company from liability,
can it follow that the company will thus get rid of the deficit? If the parties
secondarily liable to the banks are to be held for payment of the remaining
$125,000, they should have the right of recourse against the company which
was originally primarily liable. It seems to be stretching the implications of
the problem too far to assume that the banks’ action “to reserve their rights of
recourse against other parties liable on notes and guarantees” means not only a
release of the company by the banks but also an extinguishment of the rights
of secondary parties against the company. Therefore, even if we assume that
the specific statement of reservation of banks’ rights against secondary parties
means by implication a relinquishment of banks’ rights against the primary
party, there would remain a liability of the guarantors. That is to say, the
$125,000 liability would remain, although the payee would be changed from
the bank to the guarantors. Also the deficit would remain.
This may be summed up as follows: It is not unlikely that the examiners in
tended the deficit and the liability to be extinguished, but the wording of the
problem does not in our opinion clearly justify the action.

138

Students' Department
No. 5 (25 points):
On January 1, 1920, A leased a building to B for the period ending December
31, 1934, at an annual rental of $7,000 payable annually in advance. Subject
to this lease, A leased the same property to C on January 1, 1926, for a term of
50 years at an annual rental of $10,000, payable annually in advance, C receiv
ing the rental of $7,000 payable by B during the remainder of B’s lease. For
this lease C paid to A an additional $1,500 as a bonus.
Omitting all consideration of income-tax questions, how should the various
accounts appear on C’s books if he calculate interest at six per cent. per annum
on the investment?
Given at six per cent.:
(1+i)9 =
(1+i)10 =
(1+i)41 -

1.689479
1.790848
10.902861

v9 = .591899
v10 = .558395
v41 = .091719

Solution:
C will not earn any income from the leased property until after the expiration
of B’s lease on December 31,1934. In the meantime, he is making investments
in the leasehold. These investments will be carried as an asset until after
December 31, 1934, when they can be written off against the income which C
expects to earn by sub-leasing the property for an amount in excess of the
$10,000 annual rent payable by him.
The payments made by C during the unproductive period are:

$1,500 on January 1, 1926.
3,000 per annum from January 1, 1926, to January 1, 1934, inclusive,
being the excess of the annual rent to be paid by C to A over the
$7,000 annual rent payable by B to C.
These amounts should be charged by C to a leasehold premium account, the
total thereof being $1,500 plus 9 times $3,000, or $28,500. But the problem
states that C is assumed to earn six per cent. income on his investment. There
fore at the end of each year he would make an entry debiting leasehold premium
account and crediting interest with six per cent. interest on the balance in the
leasehold premium account at the beginning of the year. The balance thus
accumulated in the leasehold premium account at December 31, 1934, nine
years after January 1, 1926, would be $39,076.62, computed as follows:

Amount of original premium of $1,500:
Amount of $1.00 at 6% for 9 periods........................................ $1.689479
Multiply by...................................................................................... 1,500.00

Accumulated amount of original premium............................. .

$2,534.22

Amount of annuity of nine payments of $3,000 in advance, being an annuity
due:
Compound interest for 10 periods, $.790848
Amount of ordinary annuity of 1 for 10 periods = . 790848 ÷ .06 = 13.1808
Amount of ordinary annuity of $3,000 for 10 periods =
$3,000.00 X13.1808=$39,542.40.
Amount of annuity due for 9 periods =$39,542.40—$3,000.00 =$36,542.40
Total accumulated amount=$36,542.40+$2,534.22 =$39,076.62
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The entries in C’s leasehold premium and interest accounts during this period
of accumulation are indicated below:
Table of entries during accumulation period
January 1st December 31st
debit
debit
leasehold
leasehold
premium
Balance
premium
and credit leasehold
and credit
premium
interest
cash
$4,500.00
1926............... .....................................
$4,500.00
4,770.00
$270.00
7,770.00
1927............... .....................................
3,000.00
8,236.20
466.20
11,236.20
1928............... .....................................
3,000.00
11,910.37
674.17
14,910.37
1929............... .....................................
3,000.00
15,804.99
894.62
18,804.99
1930............... .....................................
3,000.00
19,933.29
1,128.30
22,933.29
1931............... .....................................
3,000.00
24,309.29
1,376.00
27,309.29
1932............... .....................................
3,000.00
28,947.85
1,638.56
31,947.85
1933............... .....................................
3,000.00
33,864.72
1,916.87
36,864.72
3,000.00
1934............... .....................................
39,076.60
2,211.88

Total... .....................................

$28,500.00

$10,576.60

At the end of each year, beginning with 1935, a portion of the accumulated
balance of $39,076.60 should be written off. Since C is assumed to earn 6 per
cent. on this investment, the write-off should not be made in equal instalments,
but should be made on an annuity basis.
Since at January 1, 1935, the lease has 41 years to run,
$39,076.60 is the present value of an annuity of 41 rents.
V41= .091719
Then 1 —.091719= .908281 compound discount
and .9082814÷.06=15.138 present value of annuity of 1 for 41 periods
and $39,076.60÷15.138=$2,581.36
The annual charge of $2,581.36 to income will be offset in part by a credit to
interest, and in part by an amortization credit to the leasehold premium ac
count, as indicated below:
Indicative table of entries during amortization period
Credit
Balance
Credit leasehold leasehold
Debit
interest premium premium
income
$39,076.60
January 1, 1935.................
38,839.84
December 31, 1935,.......... ... $2,581.36 $2,344.60 $236.76
38,588.87
250.97
December 31, 1936............
2,581.36 2,330.39
38,322.84
266.03
December 31, 1937............
2,581.36 2,315.33
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The credits to interest decrease each period and the credits to leasehold
premium increase. At the termination of the lease, the balance in the lease
hold premium account should have been extinguished.

Salvage Department Profits
Editor, Students' Department:
Sir:
The Students' Department of the May issue raises the question of salvage
profits, an issue that, like Banquo’s ghost, will not down. Anyone who has
ever attended a staff meeting of departmental heads of a manufacturing plant
knows just what a merry verbal war is likely to rage when this topic comes up
for discussion.
The moment that production is definitely departmentalized, the competitive
spirit, the desire to emphasize the importance of individual departments begins
to make itself felt. The more interested the department manager, the more
keenly he will contend for the justice of being given credit for his output at a
price approximating market, rather than cost.
Extensive salvaging of materials in the steel and iron industries, and rail
roads and other public-service corporations, is a comparatively recent industrial
development, and has probably received its greatest impulse from the devel
opment of oxy-acetylene and electric welding. The salvage department man
ager is more or less a pioneer, and his desire for recognition is accordingly keener.
Usually he feels that only by the actual development of a departmental profit,
through charging scrap material to the salvage department at scrap prices, and
assigning a credit for reclaimed material at either new, or three-fourths the
value of new material, a custom which has to an extent been established as a
basis for valuing second-hand material, will the work of the salvage department
and its value come to be recognized.
The salvage manager is keenly alive to the idea that reclaimed material which
can be substituted for new issues has a definite replacement value, but slow
to comprehend the obvious fact that material which can be reclaimed has a
higher intrinsic value than material which is utterly worn out. But once this
fact is recognized, the so-called profits of the salvage department disappear.
Probably a very good method of handling charges and credits to the salvage
department would be as follows:
1. Charge the department and credit delivering departments with scrap
material at the market, less a suitable allowance for the cost of classifying,
assorting, and loading out.
2. Charge the stores department with reclaimed material at three-fourths
the value of new, credit the salvage department with the actual expense of re
covery, and the departments in which the scrap originated with the difference,
in proportion to deliveries of scrap material.
Through the stores department’s classification, “second-hand material,”
the output of the salvage department would show up actively, and at the same
time there would be no violation of the rock-ribbed principle that a profit must
be realized through sales before being brought on the books as a profit.
Your correspondent hopes that other expressions will come in as a result of
your suggesting this topic for discussion.
Yours truly,
R. C. Brown.
Meridian, Mississippi.
Editor, Students' Department:
Sir:
I have been interested in the discussions of profits from salvage department
presented in your department recently, and there are a few points that appear
to have escaped the attention that their importance justifies.
It is my opinion that the reconditioning and use of material can not directly
produce a profit. A determination of the source of the salvage and an analysis
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of the accounting with respect to its origin are essential to a proper disposition
of so-called salvage department profit or loss.
Accounting for salvage involves no new accounting principle. The difficul
ties presented arise in the determination of the "value”of the salvage as I shall
endeavor to show.
Let us assume that a certain process produces some imperfect parts which
can not be used in the production of the commodity manufactured by an in
stitution and that these imperfect pieces can all be immediately sold without
further expense at an established value. Does it not follow that the depend
able sales value is the price at which these items should be credited to the cost
of production?
Now, assuming that before selling these imperfect parts at their estab
lished and dependable value it is necessary for the salvage department to spend
a fixed amount per unit in preparation for sale, should the cost of production
not be credited at the sales value less the cost of preparation for such sale?
Now let us say that the sales value and cost of reclamation are unknown,
how shall the salvage be accounted for? Does it not seem reasonable to place
an estimated value on it until the market value shall be finally determined and
then adjust the estimated value through the accounts originally affected rather
than by a credit or debit to profits from salvage department?
Let us take as another instance machinery or equipment recovered in con
nection with property changes. In this case the retirement in line with cus
tomary practices would be recorded by a charge to depreciation reserve and a
credit to a plant account. The salvage recovered would be charged to salvage
department stock account and credited to depreciation reserve at a conservative
value. When disposed of, adjustment of value would be made through the
depreciation-reserve account.
While discussing this phase of accounting, it may not be amiss to mention
what appears to be a fair basis for the valuation of reclaimed items—it is
the market value of materials or equipment which will perform the same func
tion as those for which the items are actually re-employed. For example, if
it were found that certain types of insulators rated at 13,200 volts capacity
were not dependable at that voltage, they would be retired and placed in sal
vage stock at a conservative price. However, they may be as suitable as new
insulators for use on lines having lesser voltages. When issued for use, say
as 6,600-volt insulators, they would carry the price of new insulators of that
voltage and appropriate adjustment relating to the quantity issued made
through depreciation reserve.
This discussion is submitted with the idea that it will present another point
of view, and a logical treatment under certain conditions. It is not likely that
the method outlined will be practicable under all conditions, though the prin
ciples advocated are sound.
Yours truly,
Carl B. Myers.
Cedar Rapids, Iowa.
Actuarial Problem
Editor, Students' Department:
Sir:
The May number of The Journal of Accountancy contained a solution of
an actuarial problem set by the Illinois board in May, 1925, which was briefly
as follows: On July 1, 1925, a trustee is offered the choice of the following two
equally well secured series of notes, the cost of each series being $75,000, and
asks you to determine which he should buy. Interest is payable semi-annually
in both cases:
(1) Six 7% notes maturing:
July 1, 1927....................................
$ 5,000.00
5,000.00
July 1, 1929....................................
July 1, 1931....................................
5,000.00
July 1, 1933....................................
5,000.00
July 1, 1934....................................
5,000.00
July 1, 1935....................................
50,000.00

$75,000.00
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(2) Two 5% notes maturing:
July 1, 1930...............................................
July 1, 1935...............................................

$25,000.00
60,000.00

$85,000.00
Simply as an actuarial problem you recommend the first series for the reason
that the first is a straight 7 per cent. loan whereas the second on a 7 per cent.
basis, is worth only $74,393.41.
This problem seems to demand more than a simple algebraic solution.
Suppose the second series had been offered for $74,393.41, its worth on a 7 per
cent. basis, would you have said they were of equal value to a trustee?
It will be noted that of the first series only $50,000 runs to 1935 and that
$25,000 is paid off in five instalments of $5,000 each. Is it expected that these
repayments can be reinvested immediately at 7 per cent.? If not, the second
series might be a better investment, particularly as one note of $25,000 of the
second series, bearing only 5 per cent. is due in 1930 and might be reinvested at
a higher rate.
A most important question would arise in the case of life-tenant and re
maindermen, if such exist, as to the disposition of the $10,000 (or $10,606.59)
discount. Does it go to the life-tenant or to the remaindermen? If the will or
trust deed provides for amortization of discounts there may be no trouble but if
not it is possible that the life-tenant may receive an income of only $4,250
instead of the $5,250 expected.
An article entitled Accumulation of Discounts, by Frederick Vierling of the
Mississippi Valley Trust Company, St. Louis, was published in the April, 1926,
number of the Journal in which it was stated that the supreme court of
California in February of this year ruled that such discounts could not be
amortized, the article stating that this was the first decision rendered on this
point by an appellate court. However much we may disagree with such a
ruling, if the cases are on a par, such is the law until the decision is reversed.
Apart from the legal question involved I am inclined to think that the
second series would be preferable, even at a cost of $75,000, as the $25,000 due
in 1930 could probably be reinvested at a rate considerably in excess of 5 per
cent. if the first series, of which only $10,000 falls due prior to 1930, is a criterion
of prevailing and expected interest rates.
Any solution, of course, depends somewhat upon the ability of the trustee to
pay to the beneficiary in cash on each interest date the difference between the
coupon rate and the investment rate.
Yours truly,
Edward Fraser.
Kansas City, Missouri.
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